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AGENDA | TEM

Resul ts of hospital charging practices survey
-- Chantal Worzala, Jack Ashby

DR. WORZALA: Good norning. |I'mhere to talk about a survey
that was recently conducted on hospitals' charge setting
practices.

MR. HACKBARTH. Can | just interrupt for a second? For
t hose of you who are | eaving, could you please do so quietly so
as not to disrupt this presentation?

Thank you.

DR. WORZALA: W recently had a survey conpl eted by the
Lewin Group of hospitals about their practices in setting
charges. Although I"'mgiving the presentation, Jack is here with
me because he was al so involved in the project.

The survey was notivated by a nunber things but primarily by
the center role that charges play in how CM5 is setting paynent
rates for hospital services under Medicare and also the |ack of
systematic data and i nformation on how hospitals set their
char ges.

As denn just nmentioned, this study is relevant to our work
on specialty hospitals and it's also relevant to a nmandated study
that we have due next July on how we are paying for pharnacy
servi ces under the outpatient PPS.

Under the inpatient acute-care PPS, the relative weight for
DRGs are based on average adjusted charges. On the outpatient
side, once CMVS sets paynent rates it uses charges reduced to
costs using cost-to-charge ratios fromthe cost reports. So you
can see that the relationship of charges to paynent rates is
fairly direct.

On the inpatient side, if markups over costs vary across
services the relative weights could well be too high for sone
services and too | ow for others.

More explicitly, where the markets are higher the relative
wei ghts woul d be higher relative to costs and vice versa.

On the outpatient side, the connectionis alittle bit |ess
straightforward. However, given the nethodol ogy used,

di fferences in markups across services can still affect the
relative weights. 1I'mnot going to go into detail about now but
|'d be happy to talk about it later if you' re interested.

The survey consisted of 57 structured interviews and the
survey instrunment is in your packet if you want to refer to it.
Sonme of the interviews covered a single hospital while others
covered a system where charges were set centrally for a
collection of hospitals. In all, the interviews represent the
charge setting practices of 251 hospitals.

The Lewin Goup interviewed charge master managers and/ or
their supervisors in the finance departnent. The sanple was non-
random al though the contractor did try to make it representative
by region, teaching status and ownership. Recruitnment was quite



difficult for this study despite repeated assurances of
anonymty.

The sanpl e did have an equal representation by region, so
Nort heast, South, M dwest and West. But it includes a greater
share of teaching hospitals than the national average and a
smal | er share of rural hospitals.

In addition, we found very few for-profit hospitals willing
to participate and this my be due to the proprietary nature of
the topic. W also ended up with few governnment - owned
facilities.

W were | ooking at a nunmber of areas in this survey and we
i ncl uded questions about the structure of the process hospitals
foll ow when they set their charges. W were | ooking at the
factors they consider, the relationship between costs and
charges, and the information used to set charges, the extent of
variations in markups across services and exanpl es of where
mar kups may vary.

We al so focused on two areas that have received considerable
policy attention recently, one being cardiac services and the
ot her pharnmaceuti cal s.

The rest of the slides will present the major thenes
energing fromthe survey. As a caveat, | want to note that this
was a qualitative study and we're sharing general inpressions
fromthe 57 structured interviews that were conducted.

Regardi ng the structure of the process, we found that
hospital s mai ntai ned a dat abase of services and itens that they
supply to patients and they attach charges to each item This is
call ed the charge nmaster

Charge masters are |large and conplicated and they enconpass
tens of thousands of items. As |I'msure you know, the Medicare
programrequires participating hospitals to maintain one set of
charges that apply to all payers. That's what's in the charge
mast er .

Hospitals set their charges for individual services and
itens. This slide gives sone exanples, such as a daily room
charge, charge for an x-ray, the charge for a bl ock of m nutes of
operating roomtinme, the charge for an individual supply, be that
bandages of sone sort or a cardiac inplant, and charges for a
particul ar dose of a drug.

Hospital s do not set their charges for the bundles of
services that Medicare pays for, that is the DRGs or the APCs,
nor do they generally set themfor a different bundl e such as
adm ssion or an anbul atory surgery. Rather hospitals bill for an
i ndi vidual patient the charges for each of the services or itens
that they have offered during the stay or the encounter. These
bills are then later classified into a DRG or an APC.

So the charges that we are using when we set paynent rates
for a DRG or an APC w Il vary both by the patient and by the
hospi t al

The process of setting charges is generally overseen by the
finance departnment but involves nost hospital departnents to sone
degree as charges are set for each departnent's services.

Hospital s generally change their charge master for one of
three reasons. First, there is often an annual update or



i ncrease in charges which accounts for cost increases or to
satisfy other financial goals. These increases are not
necessarily uni form across departnents. Sonme departnents may see
a hi gher across-the-board increase than others.

Second, on an ad hoc or periodic basis, hospitals wll
review and revi se sone of their existing charges. Sonetines they
will look at all the charges for a whole departnent but nore
often they nodify the charge for a specific service or set of
servi ces that have been noted to be problematic. An exhaustive
review of all of the charges is very rare due to the | arge nunber
of charges in the charge naster.

Finally, hospitals do nodify their charge master to add new
servi ces.

A major thene arising fromthe interviews was that setting
charges is a core business function. As such hospitals are
responding to many different pressures and bal anci ng nany
different calls when they set and nodify their charges. Sone of
t hose factors include accounting for changes in cost, both
overall and for an individual service or item |In addition, they
t hi nk about the financial goals that they have. They also think
about ot her m ssions which nay, as previously discussed, include
the need to cross-subsidize some services with others.

Hospital s al so face conpetitive pressures that they factor
into their charge setting, both fromother hospitals as well as
from anbul atory settings such as ASCs.

Hospital s al so have to consider their arrangenents with
payers, which range fromdi scounts off charges to per diens or
fee schedul es or capitation. And depending on the relationship
wi th payers, charges may be nore or less inportant to a hospital

Hospital s al so take community perceptions of the fairness of
their charges into account.

Anot her thene that energed fromthe interviews involved the
rel ati onship between costs and charges. Wen asked an open-ended
guestion about the information they used to revise existing
charges only half of the hospitals nmentioned costs. Hospitals
i ndi cated that they use many other sources of information as
wel |, including public data, market information, advice from
consultants as well as information fromtheir payers which would
i ncl ude Medi care's paynent rates.

So you mght get a little circular issue of using Medicare
to set charges and charges to set paynent rates.

Hospital s reported that costs do play a greater role in
setting charges for supplies and pharnmaceuticals as well as for
new services. And on supplies and pharmaceuticals we did find
nost hospitals reporting using a formula or a table where they
devel oped their charges based on the costs of the itens. These
formul as generally contain cost categories with the size of the
mar kup over costs depending on the cost of the item

The survey had a set of questions on variations in markups
by service and hospitals reported that markups can vary by
service for a nunber of reasons such as payer mx, utilization
and market forces. One of the nobst cited exanples of variation
woul d be that |ow cost itens have hi gher markups than hi gh-cost
itenms. Sone of that has to do with the notion of sticker shock



I f something is very expensive and you mark it up a lot, it
beconmes very, very expensive.

O her than that, responses concerni ng how markups vary were
not systematic across all the hospitals. But when asked to
provi de exanpl es of services with | ow markups, sone hospitals
menti oned room and board and other visible services. Exanples of
services with high markups included outpatient and di agnostic
servi ces.

Interestingly, sone hospitals reported that they no | onger
charge at all for very lowcost itenms such as aspirin.

The instrunent contained a set of questions about charges
for cardiac services and we have heard anecdotally that these
services are nore profitable than others under Medicare, as we
were just discussing under the specialty hospital study. One way
that could be possible is if the services that nmake up the
cardi ol ogy DRGs had systenmatically higher charges than ot her
services. |If that were true, then the relative weights for
cardi ac DRGs under the inpatient PPS would be higher in
conparison to costs than the relative weights for other DRGs.

However, hospitals reported using the sane process for
sitting their cardiac charges as for other services. One
exception is that some hospitals with a catheterization |ab
devel op charges for an entire procedure rather than billing for
m nutes of the operating tine and other inputs as they generally
do when sonething is done in the operating room

Al t hough hospitals report using the sanme processes to set
charges for cardiac services, responses to other questions do

suggest that the services may receive closer attention. First,
many cardi ac services receive high dollar val ues which hospitals
said they often I ook at nore closely. In addition, many of the

cardi ac procedures are new.

The survey al so focused on charges for pharnmaceuticals for a
coupl e of reasons. First, setting paynent rates for drugs has
been very problematic under the outpatient PPS. In addition, we
have a mandated study to consi der whether or not there should be
a paynent adjustnent in the outpatient PPS to cover pharnacy
services other than the actual cost of the drug. That study is
due in July 2005.

We found that hospitals reported charges for pharmaceuticals
as being handl ed separately and often with consi derabl e
i nvol venent of the pharmacy director. Al nost unani nously the
hospitals reported that they have one charge that covers the cost
of acquiring, preparing and storing each drug. They do not have
separate charges for their pharmacy services.

About three fourths of the hospitals reported using a
formul a based on acquisition costs or average whol esal e prices
where they converted costs into charges. Sone of the nore
sophi sticated fornmulas m ght also vary the markup by the type of
drug or the route of admnistration, is it oral or is it IV, or
the formof preparation, are they starting with a pattern or a
[iquid? In nost of these fornulas hospitals reported that | ower
cost itens have higher markups than hi gher cost drugs.

So I've presented you wth a nunber of findings fromthe
survey and this slide summarizes the major points. The charge



master is large and conplex. Hospitals are wei ghing numerous
factors when they set their charges such as financial goals,
ot her m ssions and conpetitive pressures.

The survey results suggest that there is no systematic
rel ati onship between costs and charges but that is nore likely
for supplies, drugs and new services than for other existing
servi ces.

We al so found that markups can vary by service. The nost
common exanpl e was | ow cost itens having a higher markup than
hi gh cost, as |'ve said. The other exanples were not systematic
across hospitals.

The findings of the survey are relevant to several of our
studies. You just heard about the anal yses bei ng undertaken for
our mandat ed study on specialty hospitals. Another analysis that
will be done will conpare the relative weights for DRGs that
result fromusing charges versus an approach of using charges
reduced to costs.

In addition, questions on charges for the pharnaceutical s

will be appropriate for our nmandated study in that area.
And finally, we also have a project to nodel CVMS s approach
to setting paynment rates under the outpatient PPS and we will try

to |l ook at alternative approaches for setting paynent rates that
m ght, for exanple, adjust in some way for this difference in
mar kup between hi gh and | ow cost itens.

"1l take your questions.

DR. CROSSON. Chantal, do you have any information on how
ot her countries such as Canada or the U K or Swtzerland would
handl e paynents to hospitals in relation to their costs? How
t hey cal cul ate an appropriate paynent?

DR. WORZALA: It's going to depend on the country, and |I'm
going back to information | |earned nmany years ago, but in Canada
alot of it is | believe budgeting and negotiation. | actually
am not sure about what happens in England now with the GP fund
hol di ng, whether the hospitals discharge. | honestly don't know.

DR. CROSSON: | wondered if they had anything anal ogous to a
cost report that forned the basis for beginning their
negoti ati ons and whet her indeed they based it, for exanple, on
acqui sition costs plus a percentage rather than just sort of
taking a stab, |ike we appear to be.

DR. WORZALA: | can look into that but | can't answer right
at the nonent.

MR. DURENBERGER: A question or two on the charge side and
t hen one question on the cost side.

On your slide, PowerPoint nunmber seven, the hospitals
bal ance many factors when setting charges. One of them was
arrangenments with payers. | wonder if you wouldn't just talk
about that a little bit.

And t hen anot her question occurs to nme, and that is would
not Richard Scruggs have a lot of information that m ght be
val uable to us, if you follow ny question?

DR. WORZALA: On the arrangenments with payers, the
i nportance of charges really depends on whether or not charges
play into reinbursement for the hospital. So if the hospital has
a lot of contracts where it discounts off of charges, they'll



spend a lot nore tine thinking about their charges than if they
have a | ot of capitated arrangenents or where they are respondi ng
to a payer's fee schedule or a negotiated per diemrate.

MR. DURENBERCER: | know you're not an expert, nor aml, on
the | awsuit agai nst nonprofit hospitals and so forth but is there
not something to be explored there that would be informative?

" mjust asking the question because | don't know t he answer.

Qobviously, they are digging into some of this sanme kind of
an area, | would assune.

DR. WORZALA: | think both have to do with how hospitals set
their charges but | think there's a pretty key distinction where
what we're really looking at it is pretty nuch relative markups
across services and how that plays into Medicare's process of
setting paynent weights. W don't care so nuch about the
absol ute | evel of the charge because when Medicare is setting its
paynent rates it all becones a set of relatives.

Wher eas when you' re thinking about what the uninsured pay,
for exanple you really care about the absolute | evel of the
charges much nore than the relatives across services. So | think
that woul d be the key distinction.

MR. DURENBERCER: M ot her question relates, and again
don't know the answer to it and | don't even knowif it's
relevant. And that is the group purchasing organi zati ons.

Again, | don't know exactly how they operate except that there
has been sone suggestions over the |ast year or two that
sonmething is going on, and I don't know what it is, between
certain of the group purchasing organi zations and their nenbers.
And it varies fromone to the other kind of a nenber

s there anything in there that is of value to us in
determ ning what is actual cost to the hospital ?

DR. WORZALA: That's an interesting point. | can certainly
ook intoit. I'mnot sure how hospitals would transl ate that
into their charges but certainly it could help us understand
hospital's costs.

MR. MIULLER While the chapter and your presentation showed
that a | ot of these hospitals do in a very increnental way, we
al so have seen evidence in the last few years, at least in the
press, about one chain at |east that seened to have doubled its
charges routinely, and so forth.

Rem nd ne again, what's the rel ative advantage or
di sadvant age of having charges of |like 10 tinmes cost versus just
alittle bit above cost? So if sonebody has charges that are
like -- let's say your cost-to-charge ratio is 10 percent versus
90 percent. Are there any, off the top of your head, advantages
of a place that has charges that are 10 tinmes hi gher than costs?

| know there's that kind of short-term advantage for that
chain, in ternms what are the systematic reasons one m ght want to
have charges being a big nultiple of costs?

DR. WORZALA: Mpst of it pertains to non-Medi care.

MR. MIULLER | know about Medi care.
DR. WORZALA: W thin Medicare, the only way -- and Jack can
correct me if I"'mwong -- but I think the only way that that's

going to play into how nuch you're paid is in the pace with which
you increase your costs and that will determ ne outlier paynents.



So as we've discussed in the past, if you're increasing your
charges much faster than your costs and you have this tine lag in
the cost-to-charge ratio that CM5 is able to use to adjust your
charges to costs when calculating outlier paynents, you will have
an advant age there.

| guess the other thing that | would say is hospitals with
hi gher --

MR. MIULLER. Any sense of nagnitude of that? | understand
that have a one year |lag but how nmuch is this worth to a
hospital? And if you double or triple your charges the day a new
adm nistration walks in, is that worth 5 percent or 10 percent
per year? Do you have any sense of nmagnitude?

DR. WORZALA: I'Ill let Jack answer that.

MR. ASHBY: One thing I think that we have to nake sure that
we understand is that outliers is really the only area where it
makes any difference. On all of the other allocations, the costs
and the charges are for the sane period of tine so it literally
does not matter how much the markup i s because the cost-to-charge
ratio adjusts for it directly.

Wthin the outlier arena, | think that we should add that
CVB has made sone substantial noves to reformthe system so that
they are nore closely aligning the tine period of the charges and
the costs also to get to the point where it will also nake very
little, if any, difference in the outliers that hospital gets.

So that's the goal, is to get to the point where they're
exactly the sane and it won't make any difference.

MR. MJULLER: At |east that one chain seens to have had --
|"msure there's other reasons as well -- a considerable collapse
of its financial fortunes wth the changes in the outlier policy.
So if you're basically saying that we're pretty close to not
being able to gain the systemany nore, is that the inference |
shoul d take fromthat?

DR MLLER | don't think we're saying that. | guess what
| would answer in this situation is they have clearly tracked on
t he exanple where it was an advantage and that, given that the
cost reports lag behind the charging practices, you could clearly
gane on that front.

As Jack said, CM5 has noved in to deal wth that. | think
what | would like to do with this questionis | wuld like to
actually think about it. It is correct that when you have the

cost reports fromthe sane tinme periods, in theory when you track
t hrough you should, in fact, be relatively close. And then for

Medi care purposes -- and this goes to Chantal's point about there
may be other reasons to do that -- you should be relatively
cl ose.

But | also think this goes to the question you were asking
in the | ast session, which has to do with the issues around
recal i bration and do we truly understand why sone DRGs renmin
profitable and others don't, if that's in fact what our enpirical
wor k turns out?

So I think there may be a couple of issues, even inside that
process, that we either need to think through to answer this
guestion or maybe we're not yet aware of in answering.



So | just don't want to end up with a flat statenent of
we've basically elimnated the gam ng possibility here.

DR. WORZALA: | wanted to get to that second part which is
just to say that hospitals with higher overall charges will have
nore weight in setting the relative weights because you' re taking
averages. So the bigger nunbers have nore weight. So in that
way the relatives, in their charges, will have sonme influence on
the relatives across the system W need to think about and
di agnose that but that would be the | ogic.

MR. HACKBARTH: It's different fromthe outlier situation.
The outlier situation, especially pre-reform you could
i mredi ately directly benefit yourself as opposed to what it's al
bl ended into the relative weight process the benefit to your
institution is vastly dil uted.

DR. REI SCHAUER: Dave and Ral ph brought up the two of the
three topics | wanted to tal k about but you gave, Dave, a |ess
specific answer than | had hoped for. What | sort of want to
know i s for an average hospital how nuch of the revenue is
dependent on charges as opposed to these other rel ationships?
And | know it sort of varies around.

But the way you described it it's really a very minor
fraction of the total. Because you have Medicare, you have
Medi cai d, you have many big insurers are paying on a capitated
basis, on a DRG basis, or adjust DRG basis, sonething |ike that.
| don't know whether this is the tail on a very fat dog or it
makes a difference. Wiy don't we do issue one?

DR. WORZALA: | think that is going to vary a | ot by
hospitals. | think some of the hospitals that we spoke with did
i ndicate that charges are becomng less inportant to them But
there are still services and you may find that, for exanple, your
services weren't being paid discounted off charges or a specific
set of services. It's less likely to be the services the elderly

provi de, for exanple, as the services that the uninsured and the
peopl e who are insured by smaller insurance conpanies.

DR. REI SCHAUER: But the uninsured, 60 percent of them
aren't paying their bill anyway. So what does it do, determ ne
your bad debt? What |I'mwondering is is this 20 percent or 60
per cent ?

MR. MULLER: The APCs really haven't cone to the private
outpatient side as fully yes. So for exanple, you're right, the
insurers by and |l arge, after 20 years, have picked up the DRG
systemfor inpatient but they haven't really picked it up yet on

the outpatient side, by and large. So charges still make a
difference on privately insured outpatient, by and large. That's
still the big open field for charges.

DR. REI SCHAUER. The second thing was with respect to
outliers and you answered a |lot of the questions | had. But that
rai sed sort of the question about the sanple that Lew n tal ked
to. And | wondered if anybody went through those hospitals and
just checked -- if Lewin did because I know we aren't supposed to
know who they are -- and checked where they were, in a sense, on
t heir dependence on outlier patients and whether you didn't get
participation by that subgroup of hospitals that, in fact, has
shall we say ganed the outlier systemand so we really have a



bi ased sanpl e of the honest guys here.

The third issue was, if | read this right, this gets to
Mark's inquiry. A hospital spends a |ot of tine working out
charges for the little things that conme in because they're
relatively easy and for new procedures. And if the costs of new
things follows the pattern that you see in nost of the econony,
they are relatively expensive when you begin doing them Then
you | earn how to do them and you specialize and all of this, and
the prices, the cost of it goes down.

And the hospital goes back and it reviews the things where
the costs are going up and there's sort of a problem But it
woul d never review the things that costs are goi ng down on unl ess
there's sort of conpetitive pressure or sonmething |ike that. And
that's where we get into things |ike the cardiac area.

Is there any way we can | ook at two or three different areas
where there's been a | ot of technol ogi cal advance in the
procedure that we think will lead to | ower cost? Laparoscopic
surgery kinds of things and things |ike that where nmaybe this is
where the margi ns exi st that can cross-subsidize the other
t hi ngs.

MR. HACKBARTH. WAs there anything in the survey results to
t he question of whether charges for sonme services actually do
decline due to growi ng scale, experience and the |like? Dd
anybody address that?

DR. WORZALA: W didn't address that specific question but
we asked them why, what do they pick to change? And that
certainly never cane up as an exanpl e.

M5. DePARLE: | was going to make a different point sort of
related to what Bob was asking. | think there's sonething
circular here, a lot of circular things.

| don't think I fully understand the extent to which charges
i nfluence the DRG process at bottom because | think they do.
think it's probably going to turn out that it's always in the
hospital's interest to have higher charges, even though we're
ki nd of focusing on this cost-to-charge ratio issue as it relates
to outlier paynents.

To the extent that other payers -- Bob, you were suggesting
t hat ot her payers have noved to these same sorts of systenms. But
many of them are based on DRGs. So underlying all of this is
sonme building block that may or may not be quite influenced by
how hi gh you set your charges.

DR. REISCHAUER | think, as Chantal said, it's just that in
t he great schene of things you have a slightly higher weight in
figuring out what the DRGs' weights are then you woul d ot herw se,
right?

DR. WORZALA: The logic of how the relative weights are set,
where you're taking the average adjusted nean charge so you're
taki ng out the wage index, you' re taking out the teaching and the
| ME which, if those are things are done correctly you're taking
out those influences in the charges. What you're really thinking
about is the relative between one DRG and anot her.

So what will really influence, if you want to think about
the profitability of one DRG versus another, is the relative
mar kup over costs of the services in one DRG versus the services



in another. Nobody sets charges for a DRG so you can't talk
about the charge for the DRG but you tal k about the bundl e of
services within that DRG And that's the nost direct.

| think we do need to do sone nore thinking about the
i nfluence of higher charges and escal ati ng charges in that
process.

M5. DePARLE: Maybe it goes so far back that it isn't
rel evant but weren't the original DRGs partly based on historical
char ges?

DR. WORZALA: M understanding is that when the weights were
set the first tine it was charges reduced to costs. And then
with the first recalibration they went straight to a charge-based
nmet hodol ogy.

DR MLLER At the tine they felt that the correlation
bet ween char ge- based wei ghts and cost-based wei ghts were the
same. One of the issues that we're going to be taking apart when
we think about the profitability of DRGs is to begin to see if we
can | ook into that.

To my point earlier on this line of questions, and to the
point where if you engaged in charging practices can it have a
big inpact? Renenber, all of this travels through a cost-to-
charge ratio which are based on different revenues which, as
Chantal said, are not directly aligned with the DRG

So the inpacts of raising your charges for certain services
is probably hard to track through and probably very specific to a
hospital. They may feel, and this survey says that hospitals are
engaged in a |lot of different behaviors. They nay feel that
there's a certain set of services that if they raise the charges
on they'll see the effects. And the effects could cone through
in the Medicare paynents but that's probably hard to see and
j udge and know i n advance, although you m ght establish it over
time as a hospital.

Certainly the private site has been acknow edged by
everybody. W've acknow edged the outliers. Bad debt paynents
m ght be influenced by this.

You made a statenment if there at the margins --

M5. DePARLE: So would there ever be an incentive to ever do
anyt hi ng ot her than have hi gher charges? And have you ever found
an exanpl e of charges that have been | owered? You asked the
guestion of over tine if services diffuse or whatever.

| woul d suspect you're not going to find that.

| " m probably making this too conplicated, but | just think
it's human behavior. This is all so conplicated, so why would
any hospital ever assune it was in their interest not to increase
charges?

If they aren't doing it for any untoward reasons.

DR. WORZALA: The conversations we've had | eave ne with the
i npression that a charge is set and then it stays unless there's
a problemand it sinply gets increased annually. | don't know of
Ral ph or others have other..

DR. WOLTER: On the question of do hospitals ever reduce
charges, yes, on rare occasions. But they are rare and it would
have to do with recognition that out-of-pocket expenses have
gotten very, very high for a given procedure. That m ght be an



altruistic reason to do it.

And there are sone cases al so where ASCs or others cone into
a market and to be conpetitive in your outpatient departnent you
really do go and try to nmake sone adjustnents downward. But that
is certainly not commonly done.

| was just going to give an exanple from our place for
what ever that's worth. W, on the inpatient side, are just over
50 percent Medicare, 50 or 55 percent. W probably have 25 or 30
percent of our inpatient business that's comrercial. Sone of
that's di scounted and sonme of it's discounted heavily. Sone of
it is actually based on paynent nethodol ogies that's not rel ated
to our charges.

This is ny observation of our finance departnment's behavi or
on charge setting. They are |ooking at that 25 or 30 percent of
busi ness nore than they' re | ooking at Medicare. Because when you
rai se your charge, at least for the short run, your Medicare
rei mbursenent is not affected and people are not thinking about
three year or so cycle of re-weighting of DRGs as nuch as they
are about how to get out of the margin problemthey' ' re having in
their given fiscal year.

So when those behaviors occur over 15 or 18 or 20 years,
whi ch they now have since DRGs were originally put in place,
their actual relationship between your costs and your charges
really does start to change considerably.

And to the extent that the comercial payers pay you very
wel | in cardiol ogy, orthopedics, neurosurgery, et cetera, you
reinforce in the Medicare system through your behaviors of
creating charges ainmed at the conmercial market, weights that
then drive paynent that are also a bit better in the Medicare
system

So ny question has been, as we do this study, will we find
that that, in fact, tends to be the fact as we get nore and nore
information? [It's sort of also ny thesis.

| think the issues that raises are when we | ook at
i ndi vidual DRG profitability, which we did to sone degree in the
transfer conversation, we may not be | ooking at very good
i nformation on individual margins anynore because those cost-to-
charge rati os have gotten so distorted over the years.

But nore inportantly, we just had a big conversation about
specialty hospitals and the focus on physician behavior. 1In the
not-for-profit world there are huge strategic decisions and
capital allocations being nmade around where the profitability is.
And huge, huge decisions about ortho and heart hospitals. And
t hose behaviors are very strong right now.

And yet, if you really want to | ook at how we m ght want to
apply resources into geriatrics or nental health or these non-
surgi cal areas, right now the paynment system | think, is driving
us in a direction that maybe doesn't bal ance how we m ght want
t hose resources to be all ocat ed.

So this is very conplex and it's very hard to get this data

but the inportance, | think, is significant if we can get a sense
of how we m ght chart a new that direction.
MR. HACKBARTH: | think your observation, Nick, that this is

not just sort of a one-tine problembut actually it accunul ates



potentially the errors, the disconnect accunul ates over tine.

For exanple, one way it m ght would be a service that's
initially expensive when it's new But as it expands in size and
experience the costs cone down but the charges always stay up
And you do that over a 20- year period and you' re problemcould
be getting dramatically worse over tinme, as opposed to the
di sconnect being relatively constant.

MR. MIULLER Can | just nmke a narrow point on that anong
the several very good points that Nick made. 1'd like to at
| east follow up on one in terns of what we can anal yze, which is
| agree with himthat the behavior of not-for-profit hospitals is
especially much nore shaped by the opportunities on the private
site than by Medi care because of the adm nistrative pricing in
Medi car e.

On the other hand, if you do have 20 years of higher charges
i n neurosurgery and orthopedi cs and heart care and so forth, 1'1|
go back to the question that Jack took a crack at earlier. Does
that have an effect on the DRG weighting in a cunul ative way?

And per haps doing sone arithnetic sinulations of that m ght be
worth it because it's not hard to figure out that people with
heart di sease and prostate cancer tend to be better insured than
wonen who are 17-years-old and deliver babies. They're just
better insured and you have hi gher charges and so on. And so
after 10 or 20 years there are higher charges in heart care than
there are in delivering of children.

Does the cunul ative effective 10 or 20 years of that have an
effect on the DRGrating? | think that is worth |ooking at. And
whet her we want to do sone arithmetic sinmulation of that, it may
be worth doing to see -- | grant Jack's point that it has nore to
do with outlier policy but there may just be sone skew ng that we
shoul d | ook at.

DR. MLSTEIN. M coments are sonewhat overl apped with
Ral ph's. Two comments.

Nunber one is, as Ral ph was suggesting, the answer to this
guestion is nodelable. That is both for Medicare and for non-
Medi care we can establish a quantitative sensitivity of the
i npact of a dollar increase in charges on how nuch Medicare in
t he next year pays you and how nuch non- Medi care payers pay you
in the subsequent year.

There's a relationship there that relates to Bob's question
that relates to the size of the tail and the size of the dog. W
don't know that but | believe it is nodel able.

Secondly, it would help nme to get clear on the scope of the
question we're asking. W could have a narrow scope questi on,
whi ch is post these adjustnents that have just been nmade on
gam ng outlier policy, what is the remaining sensitivity of how
much Medi care pays to every dollar increase in charges? That's a
narrow questi on.

The bigger question is what are the indirect effects on the
Medi care programinternediate-termrelated to whatever
sensitivity does or does not exist with respect to charge
i ncreases that hospitals nake with respect to non-Medicare
payers?

One coul d make the argunment, | think Ralph referred to for



exanpl e the anbul atory non- Medi care areas -- this is not your
exact words -- but the last sort of arena of unconstrai ned
hospital charge setting or price setting that has sone
significance for revenue.

VWhat does that do for the Medicare programinternedi ate-term
to have -- I'Il call it froma purchaser perspective an unguarded
frontier, as it were, in terns of where there's a |ot of
remaining price flexibility, a lot of paynment systens based on
charges m nus X percent?

That does have inpacts internediate on Medi care because to
the degree hospitals do not feel price constrained in any
i nportant dinmension in their revenue stream their incentive to
seek the kind of efficiency capture that the IOMis talking about
is reduced. And that then has inplications for the Medicare
program

So it would help nme to understand whether or not we're
trying to, through our analytics and our nodeling, answer the
narrow question or the broader question that would include
i ndirect feedback | oops on the Medicare programfrom | ess charge
flexibility on the part of hospitals with respect to non-Medicare
payers.

MR. HACKBARTH. O hers can respond but ny feeling is that
we' ve been talking primarily about the fornmer. W're worried
about the direct inpacts on the Medicare programand its
mechani sms for setting prices and therefore differential
profitability and the |1 ke, as opposed to the broader second
i ssue.

Thi s has been a hel pful conversation for ne. | think on the
one hand ny inpression is that the opportunities for individual
hospitals to ganme the charging systemare primarily in the area
of the outlier paynment and they have presumably been reduced, at
| east sonmewhat, by the steps that CMS took.

On the other hand, | think it still may be true that Nick is
right that, although it's not conscious gamng activity, just
nor mal human behavi or nmeans that accumul ating errors over 20
years could nmean that this inportant tool in the Medicare system
is getting nore and nore out of whack.

| don't think those are nutually exclusive possibilities.

Any ot her questions or comments?

Gkay, thank you.



